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IN SEVEN OECD COUNIRIES

by
Ronald J. Suther.and

Fnergy Systems Analysis Group
Los Alamos National Laboratory
Los Alamos, New Mexico 87545

ABSTRACT

The objective of this study was to analyze the industrial
demand for energy in seven Organization for Economic Cooperation
and Development (OECD) countries with particular emphasis on
fuel substitution between oil, natural gas, coal, and
electricity. Changing fuel demand also results from economic
growth, changes in industrial structure, and changes ir the
energy intensity of industrial output. A historical analysis of
these factors and fuel substitution ¢s undertaken for industry
as an aggregate, and for 12 specific industries. The major
results of the historical analysis are: (1) fuel use cliang.-
ere a result of fuel switching, changing energy intensity,
changing indus rial structure, and economic growth; (2) fuel
substitutability depends upon fuel use. The three fossil fuels
are substitutes in the industrial hezat market, but there are
nunerous special industrial processes where a particviar fuel is
required; (3) large substitutions have occurred betwee: fuels;
(4) fuel substitutions have been very different across
countries, both in the type of substitutions that have occurred
and the factors accounting for the substitutions,; and (5) in
most countries, major changes in fuel use can be explained by
two or three industries, suggesting that future analyses be
industry specific.



I. INTRODUCTION

The objective of this study is to analyze the industrial demand
for energy in seven Organization for Economic Cooperation and
Development (OECD) countries: Canada, France, Germany, Italy,
Japan, the United Kingdom (UK), and the United States (US). A
particular focus is on fuel substitution between oil, natural
gas, coal and electricity. Changing fuel demand results from
fuel switching, economic growth, changes in industrial
structure, and changes in energy intensity of industrial output,
A quantitative hisiorical analysis of these factors and fuel
substitution is undertaken for industry as a whole, and for
twelve specific industries.

The =zggregate analysis of the 1960 to 1973 period indicates that
economic growth is the main variable accounting for changes in
fuel use, with fuel switching being next most important. During
the 1973 to 1982 period, fuel switching was the most important
variable explaining changes in fuel use. The fossil fuels are
substitutes for each other but not for electricity. However,
there is no clear trend of one fossil fuel being a close
substitute for another fossil fuel. Substitutions involving
electricity for fossil fuels generally involve structural
changes in industry, and not merely fuel switching.

The industry specific analysis, conducted for the 1973 to 1982
period, indicates that fuel substitution is the most important
variable explaining the trend in fuel use. In some countries a
change in fuel use is broed based across industries. 1In most
countri s, a major change in the use of a fuel could be
explained by at most three industries. The chemicals and
petrochemicals industry is important because in 1983 it
accounted for about 39 percent of the total industrial demand
for energy making it the largest energy user. The iron and
steel industry has been important historically because it is the
second largest energy user and because its energy tuse has
decreased substantjally in the last decade. A thi{ d industry is
often important in explaining historical trends in energy use
but the industry varies between countries. In the United States
and Canada, the paper and pulp industry is important. An
implication of this analysis is that the effects of a
significant rise in the price of a fuel can be explained by
understanding the use of fuel in a few select i{ndustries.

I1. AGGRFGATE ANALYSIS

Before presenting quantitative evidence on the impurtance of the
factors that explain the amount of fuel used; we present a
graphic overview of the historical trends in industrial energy
to conserve space we depict in graph some one country-France,

As neen in Flg. 1, industrial energy use relative to GNP has
declined significantly since 1973. A partial explanation c¢f
this trend in industrial energy use is that the industrial
sector has bacome less energy intensive since 1973 (second
panel). An additional explanatfon is that output in the
industrial sector declined relative to total output, as shown hy
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the third panel. These latter two trends are important for
understanding the historical demand for industrial energy. They
imply that industrial energy demand has grown relatively slowly
since 1973 because the relative size of the industrial sector
has diminished and because the industrial sector has used less
energy relative to output. Similar trends in industrial energy
use characterize the other OECD countries being considered,
except Canada, where the manufacturing sector has become more
energy intensive.

Panel 4 in Fig. 1 depicts the fuel shares of the French
industrial sector over the 1963 to 1982 period. There are wide
variations in fuel shares over time and this result applies to
each of the seven countries. Several countries snifted out of
coal before the early 1970's and out of oil thereafter, with
other fossil fuels being the apparent substitutes. The wide
variations in fuel shares, both temporally and between these
seven countries, suggest that significant fuel changes may occur
in the future. Particularly, a continued decrease in oil
deperndence may be possible. If natural gas were available in
Europe at a competitive price and with secure supplies, &
significant increese in the share of this fuel could occur. The
stable increase in the share of electricity iI-. these countries
implies that electricity is not a close and direct substitute
with the fossil fuels; rather substitutions occur indirectly and
over a long period of time and involve a change in the structure
of industry.

The mechanism by which fuel substitutions occur has four
components: fuel switching, changes in energy intensity,
changes 11 product mix, and changes in economic output (GNP or
GDP). Fuel switching is the substitution of one fuel for
another where total output, energy, and product mix are
unchanged. Changes in product mix in the aggregate refer to the
changes in the ratio of total value-added in the industrial
sector to the total GNP. At this level of aggregation, product
mix is simply the industrial share of total output and {is
referred to as industrial structure. In the industry specific
analysis, industrial structure is definad as total output of a
specific industry divided by the sum of total output of all 12
industries. The ratio of total energy used to total industrial
output measures energy intensity and changes in the ratio may
re{]lect conservation o. changes in technology. The fourth
source of change in fuel use is economic growth. Estimates for
these four components &re constructed for each of the seven
rountries and for each of {four fuels; coal, natural gas,
petroleum, and electricity.

Following Werbos (1983), we egtimate the mechanism by which
changes in the demand fur fuels occur by beginning with Eqn. 1:

- Fuel Total Energy) . [Qutput :
Fuel [Tntal Energy] X [ Output J X GNP x GNP (H



which is an identity because each term except fuel can be
cancelled from the right hand side. Although Iqn. 1 is an
identity, it is useful in allocatirg the changes in fuel use
over time into the four components discussed above. First,
changes in the fuel-energy ratio reflect fuel substitution or
fuel switching. Changes in the energy-output ratio show changes
in energy intensity and refer to the amount of energy required
to produce one unit of output. Changes in this ratio may be due
to changes in technolecgy or to energy conservation. The
industrial output-GNP ratio accounts for structural changes in
the whole economy on an aggregate basis. Finally, in the
absence of changes in these ratios, fuel consumption will change
at the same rate as GNP,

Equation 1 is estimated for each country and for each of the
years 1960, 1973, and 1982. The ratios cannot be compared
across countries because GNP and industrial output are measured
in different currency units and consequently, apparent energy
intensity differs across countries. If changes in the ratios
over subperiods were computed as percentage rates of change, the
currency unit problem would be solved. However, the sum of the
percentage changes on the right hand side would not equal the
total percentage change in fuel use. Each of these problems is
solved by estimating Eqn. 1 using logarithms.

All energy data were obtained from Energy Balances of the QECD
Countries; which contains data by country, fuel type, industry
and for the 1960 through 1982 period. Industrial output data

was obtained from The Growth of World Industry, published by the
United Netions.

Equation (1) is estimated for eech of the seven OECD countries
in first differences of logs and the results by country are in
Table I. Estimates are reported for both subperiods and for
each of the four fuels. The last three terms on the right hand
side of Equation 1 are independent of fuel type and therefore
the changes in these varjiables are the zame for each fuel.

Table I contains the estimates of fuel uge changes in each of
the seven countries and the importance of the variables that
account for changes in fuel demand. For example, in Canada the
most significant fuel use changes during the 1960 to 1973 psariod
are the decline in coal use and the increase in the use of oil
and natural gas. Changes in the ratios of energy to industrial
output and industrial output to GNP had offsetting effects and
neither change is very large. Fuel switching and economic
growth are therefore the dominant variables explaining fuel use
in Canada during this period. Th. large increase in GNP
measured by a change in the lcg of GNP of 70.6, implies an
increase in the demand for each fuel used in industry. However,
there occurs a significant rubstitution of other fuels for coal,
as measured by the change i1 the log of fuel share of coal of -
85.24, and hence an overall decrease in coel use. The increases
in ol and natural gas usage are due to fuel substitution for
ccal complemented by overall economic growth,
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Rather than consider the countries individually, the results are
examined for common trends. First, industrial value-added
relative to total output declined in each of the seven countries
for the post-oil embargo period. The energy intensiveness of
the industrial sector declined in six of the sa2ven countries
considered after 1973 (not Canada). These trends imply that a
decrease in the overall industrial demand for energy occurred
after 1973, and is independent of fuel substitutions. Economic
growth was positive, although historically low, in the seven
countries following 1973. The effects of economic expansion
tended to partially offset the negative effects on fuel use of a
decreasing energy intensiveness and a declining industrial
share. The second trend is the decrease in oil consumption
during the post embargo years in all countries except the US.
The change in the logarithms of 0il consumption is large and
negative for the six countries, indicating a substantial
reduction in oil consumption. The decrease in o0il consumption
is explained by fuel substitution complemented by decreasing
energy intensity and the industrial share of output.

The third trend is in changing fuel shares. The share of oil
consumed decreased in each country with the US being the
exception. In the US, the share of oil increased because of the
significant reduction in the use of coal due to environmental
regulation and natural gas because of supply constraints. There
is a general trend for the share of electricity to increase in
each country during each subperiod. The exceptions are that
electricity’s share neither rose in Canada between 1960 and
1973, nor in Italy between 1973 and 1982. As seen in Table I,
changes in electricity consumption are often accounted for by
factors other than fuel switching. The last common trend is
that the share of coal used in industry declined in each country
during the pre-oil embargo period. In the following period,
three countries, Canada. Italy, and Japar, switched back into
coal, but the remaining four countries, US, UK, West Germany,
and France, did not.

Similarities also appear in the overall growth of each fuel and
in each of the countries during the first subperiod. Economic
growth surpassed the importance of fuel switching as evident by
the large positive numbers for GNP. This relationship reversed
durinrg the 1973-1982 period with decreasing industrial output
and decreasing energy intensity. Table I shows that changes in
these ratios are generally negative and are often of equal size
to changes in GNP,

An important observation from Table I {s that fuel substitutions
are strikingly different across the seven countries. The main
substitute for coal during the 1960-1973 period was natural gas
in Canada, France, and Germany, but it was oil in che US, Japan,
and Italy. After 1973, each country switched out of oil but
tended to switch into different fuels. Coal showed the largest
share increase in Canada and Italy, whereas natural gas showed
the largest share increase Iin the UK, Japan, and France, while
West Germany substituted both gas and electricity for ofil.

ltaly substituted oil for coal during the pre-embargo pzriod and



subsequently switch:d back to coal. Italy is the only country
that reciprocally substituted fuel types. Substitutions have
usually been between the fossil fuels, and generally not between
a fossil fuel and electricity.

II1. INDUSTRY SPECIFIC ANALYSIS

We now consider the importance of specific industries in
explaining aggregate chaages in fuel use. We are particularly
irterested in whether such changes can be accounted for by one
or two industries, or, whether they are broad based across
industries. Because this analysis is industry specific,
industrial structure is now defined as the ratio of value-added
in each industry to the total value-added in all industries.
Eqr.. 1 is applied to each industrial sector instead of to the
total industrial sector.

Data limitations in the energy balance statistics require that
the analysis be slightly changed. The period of analysis is
from 1973 to 1982 because industry specific data are not
available before 1973. Second, the data lists the 13 "specific”
industries along with a residual industry, termed "nonspecific."
The nonspecific entry may include up to one-third of the total
fuel used but it balances total fuel used by industry with the
amount of fuel reported by each of the 13 specific industries.
The nonspecified entry is not included in this analysis. Third,
the distinction between the Chemical and Petrochemical
industries is not the same between countries nor has it been
consistent for individual countries. These two industries are
therefore combined leaving a total of 12 industries.

The estimates of Eqn. 1 identify the Industries that explain
fuel use changes and the process by which these s'bstitutions
occurred. The energy balance data are also used to ident”’fy the
major fuel changes and the industries that account for these
changes. For brevity the discussion of results is limited to
Canada.

As depicted in Table I the major fuel change in Canada after
1973 is a shift out of 0il and into coal. For instance, the
change in the log of coal is 68.1 and the change in the log of
cil is -35.7. Logarithms, however, do not measure the absolute
amount of fuel used so the raw data (energy balance data) must
be re-examined. Since the energy balance data are so
voluminous, only a few numbers are reported here. A review of
the coal and oil data for total industrial fuel use confirms a
dramatiz {ncrease in coal consumption and corresponding decrease
in oll consumption for total industry. Solid fuel use for the
total industrial sector doubled from 60,587 MTCE (1973) to
128,636 MTOE (1982) while oil decreased from 161,214 MTOE to
104,908 MTOE.

A review of the energy balance data for coal used by industry
type, reveals that no industry shows & large increase in coal
use. The growth appears in the nonspecified industries, which
precludes further analysis of the change. 01l use declined in



Canadian industry and the data indicates that it is broadly
based across industries. The total decline in Canadian
industrial oil use from 1973-1982 was approximately -155,000
MTOE, with the largest decline bein; experienced in the paper
products industry (-16,000 MTOE), followed by nonmetal products
(-7,000 MTOE), Jron and steel .und chemical and petrochemical
products (-6,000 MTCGE each). The quantitative impoirtance of
these various industry changes is measured using Eqn. 2 &nd the
results are presented in Table II. The change in industrial oil
use is depicted &s a combination of fuel switching, energy
intensity, product mix, and economic growth.

Although the aggregate ’‘Table I) and industry specific (Table
I1) analyses each point to fuel switching as the major factor
explaining the decline in Canadian industrial oil use after
“973, the industry specific analysis adds some detail. First,
the paper products industry not only accounts for the largest
decrease in oil use, but fuel switching and decreasing energy
intensiveness are equally important (Table II). 1In the nonmetal
products industry, fuel switching explains most of the decreace
in 0il use. Decreasing energy intensiveness and a declining
share of value-added also explsin the decrease in oil use.
Table 1 jindicates that total industrial output decreased
relative to GNP. Table II shows that iron and steel and
nonmetal products are the major industries where total outpur
declined,

IV. IMPLICATIONS

This quantitative description of fuel use trends in seven OECD
countries suggests a qualitative interpretation in terms of the
underlying lines of causality. Fuel use changes can be
explained in part, but only in part, by the conventional
economic variables of price and income effects. Fuel switching
is due in large measure tov changes in relative fuel prices, with
higher oil prices and the backing out of oil after 1973 being
one example. The decreasing energy intensity of industry after
1973 is also consistent with the increasing energy prices, which
wvere led by petroleum. Rapid economic growth during the 1960 to
1973 subperiod, along with favorable energy prices, contributed
to the increase in energy use overall.

However, some of the fuel use changes that occured cannot be
accounted for by a simple price and income analysis. The post-
1973 decline in energy use In several of these countries was led
by declines in the iron and steel industry. These declines can
be explained not just by fuel prices but by factor endowments
and factor prices of the seven OECD countries relative to their
international competitors. The significant shifts in industrial
structure, as measured by changes in the share of value added by
twelve industrial sectors, are important In accounting for some
of the major fuel use trends.

This analvsis of historical fuel data yields important
implications that may be useful in anticipating future
industrial energy demand. Over each time period we observed



Fuel Type
Coal
ol
Matural Gas
Electricity
Fuel Switching
Coal
oil
Natural Cas

Electricttry

Energy-Ind. Output
Ind. Dulput/Total

Ind. mtputt'

NITE: All numbers are the change in the (natural) logarithms fiom Lhe beginning to the end of the perlod.

TARLE 11

CHANCES IN FUEL CONJIMTION BY TYPF OF FUFL. AND INDUTTRIAL SECTOR, AND FACTORS INFLUENCING THESE CHANGES, ]9713-]0QAR>

CANADA
Machinery

Iron & Chemiczl A Bonferroas Nonmetal Trarapnet (Exrept Foon) Paprr Wood
Ztecl Pelrochemi-sl Mrial~  Pesducts ppopemnl Fl--tei-3l) Mining  Products  Produects  Products Constructlon  Testllca
-10 .98 204.92 -76.01 -2 -mm -2 -- - 2.63 - -
-n2.70 -15.56 -58.12 -116.80 -67.20 -h0.07 -- -36.1% -35.05 69.06 --

3.10 8.5 -19.83 - 13.65 13.27 35.52 -- ELIRL. -11.99 -- --
20.83 20.97 18.56 3.9 8.77 17 .87 -- 59.38 10 4% Sk, 28 10,18
-5.2 183.22 -67.11 16.96 -61.F6 - - 8.93 - 6. 29 - -
-32.92 -37.5 -9.5 - 76T -57.03 -69.29 -9.38  -53.Wm -Z1.h0 §9.59 --
11.08 20,56 -10.97 26.0} 23..W 6.30 ELI P 17.72 1.67 - --
30.61 - 0.72 23.%2 R2_9u 18.9% 8.25 5.98 w_ur 2n10 In.81 -128.65
13.76 - 1.5 - 8.3 - .16 5.19 2?.55 -- 7.62 ;1.97 €1.66 158 75
-22.76 2202 0.2t -1975 -18.59 7.84 -- 10.V1 9.09 -3 N2 - 15.18

aT'hna dash (--) Indicates that Lhe change In the logarithe could rot be calculated, usually because of a zero data poiat.
t""I‘olal Industris]l Qutput is -0.77.



very substantial shifts in fuel shures and in total fuel use.
For instance, industrial cil consumption decreased in Italy from
292,679 MTOE in 1973 to 154,169 MTOE in 1982. This case is one
of severel where these countries made major changes in their
fuel consumption over a multi-year period. Major fuel shifts
may also be feasible in the future, which is important because
the industrial sector of the seven countries is still relatively
dependent on petroleum.

In the larger study upon which this paper is based, we noted
that fuel substitutability depends on fuel use. Fuel is used in
the Industrial heat market to raise steam. The share of
industrial energy used in this way varies from 44 percent in
Japan to 69 gercent in the United States. Energy is also used in
the various industrial processes to manufacture goods. Finally,
we examinel special industrial processes whzre a particular fuel
is uniquely well-suited to a manufacturing process. In these
cases, fuels are not substitutes, except by changing industrial
processes, or by changes in the share -f the particular
industry. In several industrial processes, fuels are often not
close substitutes. The three fossil fuels are substitutes in
the industrial heat market, although changes in the capital
stock are generally required.

Fuel substitutions have been very different across countries and
between the two subperiods. Theru 1s not a consistent pattern
of one fuel substituting for another, except that electricity
does not appear to be a close substitute for any other fuel.
However, ele~tricity is not used in the industrial heat market.
The three fossil fuels are, in general, substitutes over a
several year period. The absence of clear patterns in fuel
substitutions occurs because the process by which industrial
energy demand responds to changing prices is highly variahle
across countries, across industries, and over time. In addition
to fuel switching, changing energy intensity, and structural
change in industry, we find that some fuel changes were broad
based across industries, but others were concentrated in one or
two industries. In many countries it is feasible to understand
aggregate fuel substitution pcssibilities by understanuing the
industrial processcs, and hence fuel usrs, of one or two
important industries.

The above results offer implications about the feasibility of
modeling industrial energy demand with an econometric model.

The changes in industrial energy demand analyzed here take place
over a several year period because they involve changes in the
capital stock. Econometric proredures to estimate distributed
lags, such as the Koyck lag, are not reliable. Ha'l (1986)
estimated a Koyck-type lag and failed to obtain a statistically
significant dynamic response. The long run response of
industrial energy demand to changing energy p-ices cannot
readily be estimated with conventional econometric methods.

Long run elasticities are estimated using cross-sectjon data
reflecting several countries. This type of analysis requires
that each country is in equilibrium and has the same demand
curve. Adjusting to equilibrium requires changes in the capital



stock and includes changes in industrial structure. These
responses require several years and have been quite different
between the seven countries considered. Cross-section (inter-
country) energy price-quantity data probably rveflect different
demand relationships in disequilibrium.

Econometric equations are sometimes estimated separately for
each country, but are usually constrained to represent the
entire industrial sector. An implicit assumption in aggregating
across industries is that the marginal response to changing fuel
prices is constant in each industry. A 1ajor change in the
price of a fuel would impact about equall; the various
industries within a given country. However, the use of fuel,
e.g., industrial heat, varies with the industry, and hence so
does fuel substitutability. 1In scme countries a change in fuel
use was broadly based across industries; but in several
countries a major fuel use change could be explained by one or
two leading industries. In these countries, an aggregate
induscrial energy demand function would be a biased
representation of energy demand. An important implication of
the industry specific analysis is that econometric estimates of
industrial energy demand should focus on specific industries,
end should not aggregate acrocs industries without appropriate
statistical justification,
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